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April 7, 1982

Dear

This is in response to vour letter of March 5, 1982,
regarding the development of the capitalization rate for valuing
varicus federally subsidizad housing projects. This response
will address only the issue of whether the provisions of Section
402.9 of the Revenue and Taxation Code are applicable to projects
under Sectiomns othaxr than 236 of the ¥ational Bousing Act.

As you may be aware, the Attorney Ceneral issued an
cpinion in 1976 (¥o. CV 75/2%7; 59 Cal. Ops. Atty. Cen, 293)
which concluded that the federal ianterest suhsidy under the ‘
Section 236 program "is properiy includable as & portion of the
future income to be darived from the prooerty in gquestion.®
(at pg. 257) 2Apparently in response to this opinion, Sectiean
402.% was enacted im 1373 (SB 1705, Chapter 737). Tails section
provides, ip part, that "In valuing property...which is financed
under Section 236 of the faderal National Housing Act,...the
assessor shall not consider as income any interest subsidy pay-
ments made to a lender on such property by the federal govermment.®

Since Section 402.9 specifically names only the Section
235 program, it is our opinion that it doas aot apply to aay
other federal intersst subsidy programs including scctions 231
and 221(d) 3 projects. Since these projects were in existence
at the time Sectlon 402.9 was enacted, we can only conclude that
they would have been specifically named in the statute 1f the
Legislature had iantended that they too wers to be included. This
conclusion is based on the Legislative historv of Section 492.9.
A3 originally introduced on March 13, 1973, S3 1705 nrovided
that interest subsidy payments would be excluded in valuing
lowv and moderate income housing projects financed under any
federal program. The bill was later amended to limit its appli-
cation to only Section 236 projects. '




Mr. . S -2 April 7, 1882
It shculd be noted that to tho extent that Sections

231 and 221(4)3 projects ara restvicted to perscns of low

and modorate income, such restriction would Se reficcted in the

value of the projact a3 provided in Section 432.1 of the Revenue

and Taxation Coda.

trust this is rosponsive to your inguiry. If we
may be of furilier assistanca to you in explaining more specifically
the development of the capitalization rate for Sections 221(d) 3,
231 and 235 payments, pleass contact this office and I will
refer your request to our Assessnent Standards Division.

Margarct S. Shedd
Tax Counsel

be: Mr. Monte Fuller
Sacramento Deputy County Counsel

Mr. Gordon P. Adelman
Mr., Rebert H. Gustafson
Legal Section




(916) 445-4982
April 2, 1982

Honorable David W. Hynne
Assessor/Recorder of Tuolumne County
Administration Center

No. 2 South Green Street

Sonora, California 95370

Attention: Ken Caetano
Chief Appraiser

Dear Ken:

After reviewing your Jdanuary 22, 1982 letter and accompanying materials
dealing with Farmers Home Administration Section 515 subsidized apart-

_%gn;gxuma§, our legal start has concluaed tnat Kevenug_and  laxation
ode Section .402:9y*which™excludes~from“the™calcilation of income ~of
S?E?1on 236 housing the interest subsidy paid on the owner's beha]f’by
the feeeral,government does .not. apply to subject-property’ or-any~other
property Ssubject to the restriction of -the -fFmHA .Section -515 -program.
Other spec1a1 subs1dy programs, such as the FmHA Section 515, ==
been enacted and were known to the lLegislature at the time that Section
402.9 was enacted. If the Legislature had intended Section 402.9 to
apply to programs other than FHA Section 236, it could have provided
for this in the wording of the Code Section. The fact that it did not
is strong evidence that this restriction is limited to FHA Section 236
housing.

However, Section -402.1 ‘(b);~which-includes as enforceable restrictions
“récorded .contracts with governmental -agencies other . than those pro-
v1ded in Section 422," would seem applicable to FmHA -Section 515 pro-
jects. “Any effect upon value that .such enforceable restrictions .might
have should be reflected in the full cash value of the apartment pro-
ject. “What this effect might be {s a matter of appraisal judgment
which must be determined by your staff.

= /ad
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Thank you for your patience in awaiting an answer from us on this
topic. We hepe to hear from you again soon.

Sincerely,

Verne Walton, Chief
Assessment Standards Division

Vi:bjb
AL-08-1352A

bec: Mr. Glenn Rigby
Mr. Don Ide

(Prepared by: Pete Gaffnev)
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Glenn L. Rigby Dote : March 12, 1982

Karen Smith

Farmer's Home Administration 515 Apartment Projects

An Attorney General Opinion (No. V 75/267 dated
April 21, 1976) concluded that the federal interest subsidy
under the Section 236 program "is properly includable as a
portion of the future income to be derived from the property
in question." However, Section 402.9 of the Revenue and Taxation
Code (enacted in 1978) provides that "In valuing property . . .
which is financed under Section 236 of the Federal National
Housing Act, . . . the assessor shall not consider as income
any interest subsidy payments made to a lender on such property
by the federal government."

Since Section 402.9 specifically names only the Section
236 program, it would appear that it would not apply to any other
federal interest subsidy programs including Section 515 and all
other similar ones. Since they had been enacted and known to
the Legislature when Section 402.9 was passed, it appears that
1f the Legislature would have wanted Section 402.9 to apply to
all of these programs, they would have been mentioned or
Section 402.9 would not have been so limiting in its application.

In light of the Attorney General's opinion and analysis
and the restrictive language of Section 402.9, it appears that any
programs that deal with the same type of interest subsidy as
Section 236 are not subject to the prohibitions from 1nclud1ng
subsidy payments as income found in Section 402.9.

The Section 515 program is essentially the same as Section
236 except it applies to rural areas rather than urban areas.
Therefore, under the Attorney General's analysis Section 515 sub-
sidy payments can be properly included as income to be derived,

from the property in guestion.

KS:jlh
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. verne Walton Date : March 26., 1982 .
RECE|y ED
MAR 2 9 1qg
Division of Acsssgr- o
SACR A/s:‘ ‘*E“"j’;_”gc’ds

from : Glenn L. Rigby
Subject: Farmer's Home Administration 515 Apartment Projects

Attached for your reference is a memorandum prepared
by ‘Karen Smith, a legal intern in our office, regarding the
question of whether or not Section 402.9 of the Revenue and
Taxation Code is applicable to 515 apartment projects. As you
can see from the attached memorandum, we have concluded it is
not.

Although it is incongruous to appraise properties
subject to similar restrictions differently, we should, neverthe-
less, advise the Tuolumne County Assessor that Section 402.9 is
inapplicable to the subject projects.

However, Section 402.1(b) would appear applicable and ‘
to the extent that the contract with the government keeps rental
down, the appraised wvalue should reflect this fact.

‘ There is one point that I think you should give some
thought to. It seems to me that. the inclusion or exclusion of
the mortgage interest subsidy in the income to be capitalized
may not result in a different value, since the risk component
of the capitalized rate may act as an equalizer. Since I am not
an appraiser, I will leave this point in your hands.

GLR:jlh
Attachment

cc: Mr. Gordon P. Adelman w/att.
Mr. Robert H. Gustafson w/att.
Ms. Margaret S. Shedd w/att.
Legal Section w/att.
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Memorandum

T Mr. Richard Johnson Date: July 17, 1998
‘ Mr. Mark Nisson __
From: Krstine Cazadd

& ﬁcg/«fd/cd

Subject: Valuation of Low Income Housing Proiects

This is in response to your June 29, 1998 reguest for research and analysis of the legai issues
pc:fwmng to the valuation of low income housing. Please see the following in regard to
answering the specific questions to be addressed. We recommend that a. new letter to
assessors be issued on this topic.

1. What are the legal parameters of the 215 program and the 236 proiects under the
federal law and should thev be treated the same for property tax valuation purposes.

The low income housing programs constituting the subject of this inquiry were originally
enacted and amended by the U.S. Congress at different time periods and under different

‘ enforcing agencies. The program characterized as “Section 235 and 236” housing was created
under the 1968 National Housing -Act as a means of providing government support, financing,
insurance, accelerated depreciation, and preferred returns on equity to private '

- eorporaUOns/enntIes quasx-cove'nme'xtal agencies, and nonprofit organizations which
construct and operate low income housing projects. The Department of Housing and Urban
Development (HUD) is the supervising agency, with local housing authorities also having
substantial power to determine the location, design, selection of contractor, and other matters
pertaining to the development of these housing projects.

The program characterized as “Section 515” housing was created under the Housing Act of

1949 as a means of providing government support, financing, insurance, accelerated ) .
depreciation, low cost loans, and other benefits to private developers, quasi-governmental. ..
agencies,.and organizations which construct low income housing under urban renewal and to

fill the post-war housmg shortasze The Farmer’s Home Administration is the oversesing

agency.

Regardless of origin or of the oversight agency however, the determination of whether the
: owners of these and other low income housing projects will receive any available tax credits,
benefits, and incentives is now made by the Internal Revenue Service. In revamping the system
and repealing former tax sheiter and deduction provisions in 1986, Congress brought all low
income housing projects under Section 42 of the Internal Revenue Code as part of the Tax
. Reform Act of 1986. The purpose of this section was tc give private equity investors valuable
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tax incentives in return for spendmg their money to build the needed amount of low income
rental housing units in specific locations and to operate such housing units for a long enough
time period, e.g. 15 years, the “compliance period.” ‘The tax credit system established in
Section 42, authorizing low income housing credit (“LIHC”) is the sole method adopred by
Congress to accomplish this objective. Since that time, the IRS has authority to qualify (or to
deny) numerous types of housing programs under Section 42, in addition to those mentioned
above. Some of these are Section 8 and Section 221(d) HUD programs and Sectdon 302(c) ~
FmHA programs.

Thus, the main issue, for property tax valuation purpaoses, is not so much the type of housing
project, but whether and to what extent the project being uppiaised qualifies for the LTHC
under Internal Revenue Code Section 42. The avaﬂabxhty and amount of LIHC is the
foundation for encouraging investors to participate in these projects, because it is specificaily
designed to compensate the investors for receiving little or no cash flow due to reduced rents
from low income tenants for the 15-year period. Under IRC Section 38, a credit (LIHC)
against the taxpayer’s net income tax shail be allowed for his/her investment in low income
housing under Section 42(a). As such, LIHC is the basis for calculating the internal rate of
rerurn for the investors in any given project. :

The followmg discussion summarizes the parame*ers of LTHC and its effect on the value of a
projectindetail. . ..o oo

2. ‘What is the criteria for and extent of LIEC for qualified low income housing proiects
under IRC Section 42?

a. Basic summary of criteria for and extent of LIHC.

As enacted, the amount of LIHC for any qualified low income building in a taxable year in the
credit period is an amount equal to the applicable percentage of each qualified Jow income
building. This applicable percentage is generally 70 percent value credit for new buildings and
30 percent value credit for certain older buildings, unless substantiaily rehabilitated. The tax

_credits (LIHC), taken over a period of 10 years (the.10-year credit period) are avaiiable only
for buildings that retain their low income status for a minimum of 15 years (the 15-year
compliance period). Although numerous modifications to certain aspects of the LIHC system
have occurred, the Revenue Reconciliation Act of 1993 pexmanemly extended LIHC
indefinitely.

b. Projects and Buiidings which qualify.

LIHC is available_oniv to owners of a “qualified low income housing project” or a “qualified
low income building.” A “qualified low income housing project” is one which is “residential

oK
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(99 ]

rental property” (as defined in IRC Section 103), some or all of which meets the low income
set-aside requirements under IRC Section 42 (g)(1). Unlike projects or buildings financed with
tax exempt rental housing bonds, a “qualified low income housing project” may inciude
numerous buildings, residential hotels (even though dining and other activities are included),
and projects with funcdonally reiated and subordinate faciiities (recreational, parking and
laundry facilities) as long as no fees are charged, or fees are refunded to the residents at the
end of their {ease. ' '

A “qualified low income buiiding” is one which during the 15 vear compliance pericd

is part of a “qualified low income housing project” and is subject to the depreciation schedules
under IRC Section 42(c)(2), (usually the 27.5 year straight line scheduie). A “quaiified low
income building” may inciude an apartment building, a singie-family dwelling, a townhouse,
rownouse, dupiex, manufactured housing affixed to reai property, or a condominium. It does
not include projects or buildings receiving assistance under Section 8 (e}(2) of the Housing Act
~0f 1937, or under the Homeiess Assistance Act of 1988, or benefits under a cooperative
housing or tenant stockholder corporation.

¢. Low Income and Rent Restriction Requirements.

IRC Section 42 establishes that a minimum number of units are (i) rent restricted and (ii)
occupied by low income tenants during the 15 year compliance period. Thus, in order for a
low income housing project to qualify for LIHC, one of two tests must be met. First, at least
- 20 percent of the project must be occupied by households with incomes at or below 50 percent
of the area median income; or, secondly, at least 40 percent of the project must be occupied by
households at or below 60 percent of area median income. It is important to note that rents
paid by tenants in low income units are restricted to 30 percent of the qualifying tenant income
(i.e., 50 - 60 percent of the area median income) including utilities.

A housing unit is considered “low income” if: (1) occupied by tenants with incomes meeting
designated income requirements (at or below 50 - 60 percent of the area median income; (2) its
rent is restricted; (3) the unit is suitable for occupancy; (4) the unit is not used on a transient
basis (less than 6 months); and (5) the occupants are not all students. The income limit
established by HUD and approved by the IRS for a given period must be met at the time the
low income housing project or building is placed in service. Thus, a decline in the are median
gross income after the date the limit is established will not require a further reduction in rent.

In regard to the rent restrictions, the gross rent paid by the tenants in the low income units may
not exceed 30 percent of the qualifying income standard applicable to that project or building

(i.e., 50-60 percent of the area median income). To provide project owners with certainty that
the rent wiil be received, IRC Section 42 (g)(2)(C) provides that the rent restriction is based on

! IRC Section 42 (2)(2).
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the number of bedrooms, rather than the number of persons, occupying the unit and the
imputed income limit applicable to that unit (with respect to the LIHC credit allocated).

Each state is assigned a limited amount of LIHC for allocation among housing projects. State
and local housing credit agencies are authorized to allocate credits for that state, and only to
projects where the housing owner commits to providing long-term, low income housing. In
California, the amount of credir allocated to any housing owner must be authorized by the
California Tax Credit Allocation Commirtes, and is based on the project’s need for the credit in
order to be economicaily feasible. Except for projects or buildings financed with certain tax-
exempt bonds, numerous types of low income housing projects may qualify, but only those
with ailocated credit un:dzr Section 42 are entitled to LIHC.> Buildings not eligible to receive
credit ailocations after 1989, may quaiify however, if an “extended low income housing
commitment” (in the form of an agreement) is executed berween the taxpayer and the
allocating-agency. The agreement/commitment sets forth the compiiance requirements
(discussed below) and is binding on all successors (potential buyers).

d. Determining the building’s LTHC - “Eligible basis of building costs” and
“Qualified basis attributable to low income units.”

The availability and size calculation of the LIHC is extremely important, because it determines
the equity investment that can be raised for a given project. The predominant benefit to the
investor in such projects is the tax savings resulting from the credit itself. Since investors wiil
rarely receive any cash flow; the LTHC and some tax losses are the sole components of the
investors’ return of or on his investment, i.e., his yield. LIHC is caiculated on the following
three factors: (1) the “eligible basis” of building acquisition or construction costs; (2) the
“qualified basis” attributable to the low income units, and (3) the annual LTHC based on the
qualified basis and applicable credit percentage, together with the LIHC proration during the
first year of the credit period.

(1) Eligible Basis: The “eligible basis” of a newly constructed building or of an existing
building that is “substantially rehabilitated” is its adjusted basis attributable to acquisition,
rehabilitation, or construction costs for the entire building (not merely the low income units)
Its adjusted basis reflects the costs before first-year depreciation of the building, (usuaily at the
end of the first taxable year of the 10-year credit period). For existing buildings allocated
credits after 1989, the eligible basis is zero, except in certain situations where, for example, the
building is substantially rehabilitated, or is acquired by purchase, or was not previously placed
in service during the past 10 years. For new or substantially rehabilitated buildings after
1989, the LIHC eligible basis is 100 percent of the cost.” An added tax benefit is that the

* See IRC Sec. 42(h)(6) and (h)(4).
? Thereisan exception under IRC Section 42(£)(5)(B) for certain acquisitions of older, federaily assisted
buildings not substantially rehabilitated.
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eligible basis for new buildings in “high cost areas” (designated by HUD as “difficuit
development areas™) may be increased by 30 percent, that is up to 130 percent of the buiiding’s
cost. -

The eligible basis of a building must be reduced however, by the amount of any federal grants
made to a project within the 15-year compliance period. Similariy, the eligible basis is reduced
by an amount equal to the outstanding balance of any federally subsidized loans (“interest
subsidies” per Section 402.9) related to construction or rehabiiitation, if the project owner
wishes to take the 70 percent present-value LIHC. Thus, once the "eligible basis” of a buiiding
is established, it cannot increase, but it may decrease if such federai grants or loans are
recaived. The owner’s remedy is to elect to reduce the buiiding’s eligibie basis vy the amount
of the federal subsidy and use the higher applicable percentage for the remainder of the eiigible
basis. - -

(2) Qualified Basis: The qualified basis of a building is the fraction of the building’s
eligible basis that is “attributable to the low income units.” The quaiified basis is then
multiplied by the appiicable LIHC percentage, in order to calculate the LIHC amount each
year. *

The qualified basis calculation is based on the lesser of (i) the “unit fraction,” which is
the ratio of the number of the occupied low income units divided by the total, or (ii) the “floor
space fraction,” which is the ratdo of the floor space of the occupied low income units to the
- total floor space of the rental units in the building. As noted above, a “low income unit” is any
rent-restricted unit occupied by tenants meeting the income limitation for that unit.* Asan
example, if the eligible basis of a building’s cost is $200,000, and 50 percent of the units are
occupied by low inicome tenants, and the floor space of these low income units is 45 percent of
the total floor space for all units, the “quaiified basis” is $90,000 (which is the lesser of 50
percent or 45 percent, times the eligible basis).

While the “qualified basis” is based on the units actually occupied by low incorne tenants in the
first taxable year that the building is piaced in service (usually on the last day of the first year),

it must be maintained continuously during the 15-year compiiance period in order for the LIHC ___

to be allocated over the full 10-year period. The “qualified basis” in the building may be
increased in subsequent years, if additional units become low income occupied, or if the floor
space of low income units is increased. When such increase occurs; the LIHC is claimed for
the added qualified basis at a different rate.’

* See IRC Section 42 (i)(2).

5 IRC Section 42(a).

§ IRC Section 42 (i)(3)(B)(ii).
7 IRC Section 42 ((3)(A)().
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3) Annual LTHC based on the gqualified basis and appiicable éredit percentage. with the
LIHC ororation in the first vear ciaimed.

The actual amount of LIHC is calculated by multiplying the qualified basis attributable to the
low income units in a building by the appiicable LIHC “credit percentage” ailocated to the
building (through the authorized credit agency). For buildings piaced in service in 1987, the :

' maximum credit percentage is either 9 percent annuaily for 10 years (i.e., total LIHC or 90

percent over 10 vears), or 4 percent annuaily for 10 years (i.e., 40 percent over 10 vears). The
9 percent LTHC is avaiiable for new construction and substantiai rehabiiitation costs, wiiie the
4 percent is avaiiable only for building acquisition and substantiai rehabilitation costs.

For post-1987 buiidings, the 9 percent (for new construction and substantial rehabilitation) and
4 percent (buiiding acguisition and substantial rehabilitation) annual LIFIC credits are adjusted
so that the present vaiue of the credits taken over 10 years equals 70 percent and 30 percent
respectively. Similarly, for buildings placed in service after 1989, the 70 percent present- value
credit is avaiiable for new construction and substantial rehabilitation costs ailocable to 1 or
more low income units which meet the requirements, and the 30 percent is available for
building acquisition and substantial rehabiiiration costs within the criteria.

The amount of LIHC in the first year claimed is based on the number of months the low
income units are occupied. This first-year proration aiso applies to LIHC for the qualified
basis added after the first year. Any unused portion of the first year’s credit for the addidonal
qualified basis may not be recovered subsequently.

e. Disallowance of the Credit.

There are several limitations on the allowance, timing and amount of LIHC ailocated to and
useable by every project.

(A) During the first year, any'LIHC is disallowed (and must be adjusted) for
any months that the low income units were not occupied.

(B) No LIHC is allowed if the owner of a qualified project does not have an
ailocation from, or a binding commitment with, the state’s housing credit agency. Once
the credit is so authorized, the LTHC for that project is limited to the amount allocated.
There is a special exceprion for owners of projects where at least 50 percent of the
land and buildirg is financed by tax-exempt bonds, in which case an allocation of LIHC
may be made by the supervising federal agency.
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(C) LIHC may be claimed only during the 10-year credit period designared for
that project, beginning with the first year the building is pxac d in service or in the
second year, if the owner has made the election to do so.’

(D) Noncompliance with the 15- year compliance period occurs because low
income occupancy is ot maintained continuously throughout this period (startng at
the beginning of the first year of the LIHC credir period). Noncompiiance means low
income units are rented to non-low income tenants. Noncompiiance triggers a
recapture of the LIHC, discussed beiow.

d. The Recapture of LIHC and Peuaities.

As previously noted, the quaiified basis for LIHC must be maintained throughout the 15-year
compliance period, beginning on the first taxable year in which the LIHC is claimed, even
though the LIHC is taken over a 10-year period (referred to as the “accelerated portion” of the
LIHC). If a compliance failure occurs during the 15-year period, it triggers recapture of the
acceierated portion of the LIHC during the 10-year period. When recaprure is triggered, no
LIHC is allowed for that year. Thus, the owner must pay recaprure on the dxsaﬂowed LIHC

" “and accrued interest, which is not t deduczile.

Some of the events which trigger non-compliance and recaprure are: (i) failure to rent qualified
low income units to low income tenants; (i) a complete or partiai change in ownership within
the 15-year compiiance period, uniess the seller posts a bond satisfactory to the IRS (usuaily
eguivalent to the total credits claimed by the owner) and produces evidence that the buiiding
wiil meet the low income occupancy requirements for the remainder of the period; (iii) a
federal subsidy is used to refinance the building; and (iv) failure to restore or reconstruct within
a reasonable time, any portion of the building damaged or destroyed by a casualty loss. In
virtuaily all cases, the owners take every step necessary to avoid recapture of any LIHC,
including in change in ownership transactions posting the necessary bond and insuring that the
new owmner will receive the same qualified baszs LIHC percentages, and remaining compliance
period as the original owner.

3. To what dearee does LTIHC have an effect on the valuation of the property?

a. Vaiue of the Tax Credits.

As discussed above, Congress was fuily aware of the fact that the low rents nesded to achieve
the targeting level of the low income tenants would not be able to support the full amounr of

$ LIHC is claimed by the owners filing Form 3586 (Low Income Housing Credit). The annual statemext filed
with the IRS (in addition to the owners tax return) is Form 8609 (Low Income Housing Credit Allocation
Certification), which is used to obtain the housing <redit allocation.
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the mortgage ﬁnanczng and construction costs. Thus, the primary purpose of the tax credit
system in IRC Section 42 was to make the LIHC “sufficiently generous to offset the effect of
these low rents”.’ Although no credit is allowed on the land, the amount of allocated LIFHC on
the buiiding dxrecdy relates to the rate of return or yield that the investors expect to receive for
their investment in the building and its operanon

The amount that a willing buyer would pay for such a project depends in large part on the
credit itself. The rate of return for the investor in a low income project is composed of three
major items: (2) the LIHC, (b) any cash flow from the operzation and/or sale of the project, and
(c) the tax benefit (cost) of taxable losses (income).”® Since the major tax benefit is the LIHC,
proxec:s which have received less credits, will produce less in investor yieids. For example; in
projects constructed or operated with proceeds from a tax exempt bond, less than haif of the
tax credits are allocated than in projects built with taxable bonds. Uniess tax losses related to
thar low-credit project are increased, the yield to investors will be reduced, thereby reducing
the artractiveness and value of the project in the marketpiace. A popular way of increasing the
tax credits available for a tax-exempt bond project is to utiiize the building rehabiiitation credit
(IRC Section 47 - tax credits for costs of restoring or rehabilitating historic buiidings) and the
low income housing credit {LIHC) in tandem, in which case the net tax benefits achievable by

* combining the two can exceed the benefits of using either aione. As an example showing the
vaiue of the credits taken together and taken individually, see the artached appendix A

b. Application of Revenue and Taxation Coede Sections 402.1 and 402.9 to
Projects with Allocated LTHC.

In previous letters to assessors the Board staff has advised that pursuant to the relevant
Revemue and Taxation Code provisions above, low income housing projects financed under
(HUD) Section 236 of the National Housing Act are (1) restricted properties within the
meaning of Section 402.1 and shouid be valued as such, (2) that the income approach is the
preferred valuation approach for these properties, and (3) the band-of-investment method is
the appropriate method for deriving the capitalization rate. Beginning in September 1979,
assessors were advised of legisiation codified in Section 402.9 stating that in determining the
income to be capitalized when vaiuing these properties, “the assessor shail not consider as
income any interest subsidy payments made to a lender by the Federal government” for
financing such projects (in the form of low cost loans)."

Recemtly, the First District Court of Appeal issued a decision in Mission Housing Development
Company v. City and County of San Francisco (1597), 59 Cal.App.4th 55, stating in part that

% “Tax Management Muitistate Tax ” Porttolio No. 477, p.A-27.

19 “The Tax Magazine,” July 1997, Cosr Segregation Studies Improve Investor Yields in Low Income Housing
Tax Credit Projects, Michael J. Novogradac, CPA.

' Letter to Assessors No. 79/37, p. L.
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the assessor’s reliance on the band-of-investment method for deriving the appiicable
capitalization rate is proper, and that the inclusion or exclusion of interest subsidies (per
Section 402.9) is entirely irrelevant when using this method. At issue in the vaiuation aspect of
the case were the two different methods of deriving the capitalization rate under Rule 8 (g) in
regard to the valuation of several “Secton 236” low income housing projects financed in part
by low interest loans from HUD. -

The project owners (taxpayers) sought to prove that the band-of-investment method was
arbitrary and violated standards prescribed by law. In this regard, taxpayers contended that the
assessor (1) failed to discount assumed mortgages to their cash equivaients, and (2) erred in
determininy the applicable capiralization rate. Responding 1o the first contender, the court
held that Rule 4, in requiring the use of the comparable sales approach, is not applicable when
the assessor is using the band-of-investment method governed by Rule 8, since Rule 8 does not
require discounting mortgages to cash equivaients. As to the second contention, the court heid
that the requirement under Section 402.9, to convert to a cash equivalent any interest subsidies
and exclude that amount from the income stream, is also not applicable, since it is only reievant
where the comparable sales method is used to derive the cap rate. In the words of the courr,

“Taxpayers’ argument again assumes the use of the comparable sales method of - -
deniving the capitalization rate. We have already concluded, however, that the assessor
- properly used the band-of-investment method to calcuiate the applicable capitalization
rate. As we explained previously, under this method, the capitalization rate is derived
=~~~ - by using a‘weighted average of the débt and equity for comparable properties. The
inclusion or exclusion of interest subsidies and the proper valuation of mortgages is
entirely irrelevant to this method.” (p. 87)

Thus, even though the court never addressed the issue of low income housing credits (LIHC), . __

it clarified the very narrow appiication of section 402.9 to 236 housing projects only, and to
strict construction of the language in the statute.
Based on the foregoing case law and on the 1986 the adoption by Congress of the LIHC
provisions in IRC Section 42 together with the repeal of the previous (i) accelerated
depreciation, (ii) the 5-year amortization of rehabiiitation expenses under IRC Section 167(k),
and (iii) the expensing of interest and taxes, and (iv) the availability and benefits recetved Som
various deductions, the following conclusions may be drawn:

- Eirst, Section 402.9 is_not appiicable to projects valued under Rule 8 and the band-of-
investment method of deriving the capitalizarion rate. Cash eauxva.lenc; is relevant only to the
comparable sales approach in Rule 4.
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- Secondly, Section 402.9 is_not aonhcable to pro;ects with allocated LIHC under IRC
Section 42 for the foilowing reasons:

(a) It was adopted in 1978, long before Congress passed the tax credit system (LIHC)
consolidated in IRC Section 42 with the repeal the earlier tax incentive provisions in
1986;

(b) As discussed in some detaii above, LIHC is not an “interest subsidy payment”
described under 402.9, but is the major component in present worthing the income
stream of ail low income housing projects;

(c) In appiving the income method (the preferred method of valuation for these
properties) under Rule 8(g}, the band-of-investment method is proper for determining
the cap rate, since it is the same method by which the investors in low income housing
projects with LIHC calculats their rate of return.'?  Accordingly, the assessor should

_ establish the present worth of the future income stream of a housing project which is
ailocated LIHC, by considering (among other factors) both the rental income at its
restricted rate (pursuant to the authority of Section 402.1), as weil as the amount of the
LIHC ailocated to the project. The reality of the credit system for low income housing
projects under IRC Section 42 is that the anticipation of income from such projects in
the markerplace is based on these two factors (the primary one being the LIHC);

- Thirdly. Sectdon 402.9 is appiicable oniy to 236 projects without allocated LIHC and
in a manner consistent with our previous Letters to Assessors and the Mission Housing case;

- Fourthly, Rule 8 requires and section 402.9 does not preclude the capitalization of ail
net benefits of ail types of low income housing projects, including the benefits of LIHC.

Given the recent questons received from various assessors and the changes in the law, revised
advice based on these conclusions would be appropriate.

KEC:ba
Attachments:

cc: Mr. Larry Augusta

precednt\misceiani 199898003 kec

"2 Ibid., “The Tax Magazine.”
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APPENDIX
Valuation of Older Low Income Housing Projects

Exampie: Taxpayer purchases an older structure which qualifies for the 20% rehabilitaton
credit for $2,000,000, of which $200,000 is allocable to the land. Taxpayer thereupon expends

$3,000,000 on qualified rehabiiitation expenditures, converting the building into an aparument’

project, and claims the 20% rehab credit. In addition, Taxpayer reats 40% of f the project to

low-income tenants, as defined for purposes of the low—ncome housing credit, and otherwise
qualifies the project for the low-income housing credit.

The annual tax benefits for which the project with both rehabiiitation credit and low-income
housing credits are as follows:

Amount of One-Time Credit:
Renabiiitation Credit;

(85,009,000 x 20%) $600,000
Amount of Annual Credit: - -
' Low-Income Housing Credit Acqmsmon |
51,800,000 x 40% x 4% - $ 28,300
Rehabilitation: i
T~ $3,000,000 - 600,000= "7 7
$2,400,000 x 40% x 9% 86.400
Total Annual Credit $115.200/vr.*

Amount of Annual Depreciation Benefit:
$4,800,000 - 600,000 =
34,200,000 = 27,5 x 28% _ $ 42.764/vr. .
Total Annual Benefit " $157.064

If, the annual tax benefit on same project of which only low income housing anphes is as

foilows::
Amount of Annual Credit:
- Acquisition:
51,800,000 x 40% x 4% $ 28,800
Rehabiiitation:
$3,000,000 x 40% x 5% 108.000

. " Total Annual Credit $136,800/yr.
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Amount of Annual Depreciation Benefit:
$4,800,000 = 27.5 x 28% o S 48.3743
Total Annual Benefit . : | : 3185.073

Thus, the cost to Taxpayer of claiming the rehabilitation credit was a reduction in tax benefits
of $27,709 per year for 10 years. The benefit, however, of an additional first-year credit of
$600,000 would more than offset the discounted present value of $27,709 in annuai loss of*
benefits over a 10-year period.'

!»Tax Management,” Portfolio No. 477, Rehabilitation Tax Ciredit and Low-Income Housing Tax Credit, p. A-
38, A4-59.



® Cost Segregation Studies
Improve Investor Yields in Low-
Income Housing Tax Credﬁ
Projects

M1cnae J. Novogradac demonsirates the potential
increase in the internal rate of refurn that results when
project costs are segregated and depreciated over each

applicable recovery period.

(LIHC)! project’s internal rate of recurn (IRR),
corporate investors often assume that the en-
tire depreciable basis wiil be recovered over the
depreciable life of the building. This transiates into
a depreciable life of either 27.5 or 40 years, de-
pending on the investment partnership structure.
- Corporate investors can imprave their anticipated
IRR by segrezaring project costs and depreciating
each cost over its applicable recovery period. Seg-""
A i regating projec: costs among building, site im-— "
- o ' ' provements, and personal property, and
depreciating each cost accordingly, wiil usually sig-

En calculating a low-income housing tax credit

Michasi |. Novogradac, mnc:mtly acceierate deprecxauon deductions. This
CPA, is the managing part- acceleration of depreciation deductions wiil gener-
ner of the public accounting aily accelerate tax savings and generate a bigher
firm of Novogradac & ~ RR. In li . ed vields aLIHC develor

. Company LLP, CPAs, head- RR. In lieu of enhanced yields, evelopers

quartered in San Francisca.
| A’ detailed discussion of the low-income housing tax credit

4 is beyond the scope of this article. For a detaiied discussion
© 1997, M.J. Novegradac regarding the low-income housing tax credit. ses Novogradac &
’ Company LLP. Low-{INCOME HOUSING Tax CREDIT HANDBOOK

(Clark, Boardman. Cailaghan 1996).
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can use cost segregation studies to increase tax
losses and. as such, increase the amount of capita
invested by their partner/investor.

— IRR Caicuiation

The IRR calculation is theore.xcally composed
of thres major items:
(1) the low-income housmg tax credit; 2
(2) cash flow from ope:auons (and sale) of the
project: and '
(3) the tax benefit (cost) of taxable losses
(income).
In an LIHC project, the predominant tax benefit is
the credit itseif. Investors rarely expect thar they
wiil receive any cash flow, so cash flow is generally
ornitted from the IRR calculation. This leaves tax
losses as the last significant component of yieid. As
such, tax losses are a smailer but significant por-

. tion of the investor's vieid. Furthermore, over the

last few years credit prices have been rising, forc-
ing investor yieids to fall. As investor yields fail,
the portion of the yield artributabie to tax losses
increases, increasing the importance of cost segre-
gation studies.

The increase in the number of tax-exempt
bond LIHC projects has also raised the importance
of cost segregation studies. In a tax-exempt bond
LIHC project, the tax credits generated are less
than half the credits available in most taxabie
bond projects. ? Tax-exempt bond LIHC deveiop-
ers are wiiling to take the reduction in tax credits
because they achieve a lower interest rate on the
tax-exempt bonds they use to finance the develop-
ment.* Nonetheless, in such a transaction, the im-
portance of the tax losses. as a functdon of the tax
credits, is more than twice that of a taxable bond
deveiopment.

The IRR calculation is made on an after-tax
basis and genrerally is calculated on a quarterly
basis. The quarteriy-based calculation is used be-

cause corporate investors are required t0 make
estimated. tax payments on a quarterfy basis. As
such, corporations are able to realize the cash flow
savings from the tax benefits of an LIHC invest-
ment on a quarterly basis as they lower their quar-
terly estimated tax payments.

Before and After Comparison

The following example demonstates the po-
tential increase in the IJRR when project costs are
segregated and depreciated accordingiy. For com-
parison purposes, we have analyzed the effects of
cost segregation on both a for-profit and a non-
profit ownership sgucture. We have aiso analyzed
the effects on both a taxable and tax-exempt bond
transaction. Our assumptions are as ioilows:

L. Progect costs of $8,750.000 (inciudes land

and depreciable assets).

2. Total tax credits allocated to limited part-
ners: 36,740,542 (82,366.000 for the tax-ax—
empt bond project).

3. Bank loan of $3,850.000 at 8.65% interest
($3.950,000 at 6.25% interest for the tax-
exempt bond project), amortized ratably
over 30 years.

4. Limited parmer contibution in Year One
of 34,125,000 ($2.000,000 for the tax-ex-
empt bond project).

Taxpayer is on the accruat basis.
In the first year of stabiiized occupancy, net
operating income is $481,517.
7. Debt service is $§30,013 monthly (tax-ex-
empt debt service is $§36,635 monthly).
8. Limirted parmers assume no cash distribu-
tions for internal rate of rerurn calculations.
9. Income increases at 2% a year. Expenses
increase at 3% a year.
10. Stabilized vacancy at 5%.
11. Effective federal and state income tax rate of
40%.

o

* For acguisition/rehabilitation devei-  Bonds—The Not-So-Automatic Credits.”  For a deuiled discussion regarding tax-

opments. historic tx credits may also bs
available. See [RC Sec. 48(g}.

Novogradac. [996).
3 Richara S. Goldstein and Herpert F.

Stevens, "Tax Credits With Tax-Exempt bonds is beyond the scope of this artcle.
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7 LIHC Monthly Report 3 (Michaei J.

exempt bonds. see Novograaac & Com-
pany LLP, Low-INCOME HOUSING TAX-EX-

* A “detiied discussion of tax-exempt EMPT BOND HanDBOOK(Novogradac &

Company LLP 1996).
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Scenario ) i i i iv
1004 For- 100% For- 100°6 Non- 100% Non-
OWNE IS D (Y P o ittt iiiaiiienrnncneennsenannennnn profit protit profit protit
h (9L Credil) (94 Credit) (9% Crudit) (9% Credit)
Cost-Segregation ...........cciiitiiiiiinnnnnenennana..-No Yes No Yes
Depreciation
Building ...oiiniii i i e MO /275y 82U/ 27.5 v 1004, / 40 vrs 82T / 40 yry
ASTTTCR S0 o Ta V7T T A 124,/ 13 yrs 12% / 0 vy
L Lo o T o 4T o P &% /7 vyrs 6% / 10 yry
39 3 S 15.00% 16.08'5 13.99% 14.73'¢
Syndication Proceeds ... .covuuiiri ittt 34,125.000 $4.289.000 $4,128.000 $4,220.000
at 15.004% at 13.99%¢
Yieid Yield
Scenario _ ) v Vi Vil Vit
[0 1 T3 -1 13 I8 4 7 : -3 OO Tax-Exempt Tax-Exempt Tax-iZxempt Tax-Exempt
: 100% For- 100% For- 1009 Non- 100't Non-
profit profit profit profit
[OFTTY S22 £-1:: T 0 141 T No Yes Na Yes
Deprectation .
03T 4 - O 1004 /27.8yrs 829 /273 yrs 1000 / 40 yrs 82T / M yrs
S I D OVEIMIlNAL Lottt it iiireerennnnennonreneernoonnsns 124 7/ 13 yrs 12% / 20 vrs
Personai Property ) 8% /7 yrs 6%/ 10 yrs
028 185.00% 17.67% 12.76% 14.42%
Syndication Proceeds . ....ccieeiieiinirieiriieeaaeaaae e, $2.000,000 $2.163.200 $2.000.000 $2.125.000
at 15.00% at 12.76%
Yicid Yield

The above example demonstrates how the
proper segregation of costs can increase annual
depreciation expense and, as a resuit, may increase
taxable losses and the project’s IRR. The exampie
demonstrates that for both the for-profit and the
non-profit ownership structure, the IRR can in-
crease somewhere between 3.4 percent and 7.2 per-
cent (from 15.00 percent to 16.08 percent for a for-
profit, 9 percent tax credit project and from 13.99
percent to 14.74 percent for a non-profit, 9 percent
tax credit project). In the exampie above, this in-
crease in yieid couid be translated into an increase
in syndication proceeds of about $164,000 on a
for-profit, 9 percent transacdon and 125,000 on a
non-profit, 9 percent project. The actual increase
in the IRR will vary according to the relative cost
of the three major components of depreciable
property: building, site improvements, and per-
sonal property. The potental increase in syndica-
tion procesds will simiiarly vary.

For the tax-exempt, for-profit project, yields
jump 17.8 perceat (from 15.00 percent to 17.67
percent) which transiates to $165,000 of extra syn-
dication procesds at a 15 percent yield. For the tax-
exempt, non-profit project, yields jump 13 percent
(from 12.76 to 14.42 percent) which transiates to
$125,000 of extra syndication proceeds at the 12.76
percent yieid. Generaily, as the amount of depre-
ciable property increases, the capital that. will be
invested by potential investors will increase. 5

It is worth noting that in calculating the poten-

tial increase in syndication proceeds, it is assumed

that the increased equity is used to pay a nonde-
ductible expense. To the extent that the increased
fee generates additional deductions, an iterative
caiculation results: that being an increase in losses
generating a smaller increase in tax benefits and
the increased tax benefits generating increased
equity and so forth. ‘

§ Michaei J. Novogradac and Stechen B.
Tracy, “Treatment of Land Pregaration
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Costs in a Low-Income Housing Tax

Credit Development.,” 23 J. Reai Est
Tax’n. 156 (Winter, 1996).
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Although the method of segregating costs is

the same for both the for-proiit and the non-profit
ownership structure, the non-profit ownership
structure is required to use longer depreciable lives
for the buiiding, site improvements and personal
property.® As seen in the example above, the depre-

ciabie life requirements for property owned via a.

non-profit structure are longer than those of the
for-profit structure. Both entities will see increases
in the IRR wiien a cost segregation study is used in
computing the IRR. :

Segregation of Depreciable Costs

The segregation of decreciable costs to buiid-
ing, site improvements, and personal property wiil
vary depending on the particuiar circumstances

within a particular low-income housing project. .

The reiative percentage of costs ailocated to buiid-
ing, site improvements, and personal property can
vary greatly across different types of developments.

Categorizing Costs

Building costs to be cariralized and depreci-
ated generally inciude direc: costs 7 and indirect
costs 3 incurred during the construction of the
property. Direct costs may include labor, materi-
als. eguicment. and subcontractors fees. Indirect
costs may include constructdon loan interest, in-
surance, permit and license fess, taxes, architec-
tural and legal fess, accounting fees, and builder’s
profit and overfiead.

Site improvements to be capitalized and de-
preciated generaily include improvements made
- directly or indirectly to the land, provided such
improvements are subject to wear and tear over
time. Generaily, most of the costs associated with
site preparation, walkways, paving, and landscap-
ing are depreciable by virtue of the fact that they
are a wasting asser.’

Personal property costs to be capitalized and
depreciated inciude furniture, fixtures and equip-
ment such as carpets, refrigerators, dishwashers,
washers and dryers.

Nondepreciable Costs

The emphasis of this article is on depreciable
costs because depreciable costs reflect the greater
portion of cost recovery items in an LIHC invest-
ment. Furthermore. the majority of the costs in-
cluded in degreciable basis are also included in
eligible basis for purposes of caiculating the annual
LIHC a project will generate.

However, LIHC investors and developers
should also review cost segregation as it appiies to
nondepreciable costs. Namely, attention should be
given to properly apportioning nondepreciable
costs among other assets, some of which are sub-
ject to amortization. The major amortizable costs
found in a LIHC project are:

1. loan fess:

2. organization costs; % and
3. start-up costs. !!

Loan fess are amorrized over the life of the
loan. Organization costs and Start-up costs are am-
ortized over five years, if the proper tax elections
are made. '

Conclusion

Although the administrative costs and the fi-
nancial beneflts of performing a cost segregation
study will vary depending on the partcular cir-
cumstances within a low-income housing project,
the financial benefits will generally outweigh the
administrative costs. Both corporate investors in

and real estate developers of LIHC projects shouid..

consider the benefits of performing a cost segrega-
tion study.

6See [RC Sec. 168(g)(1)B) regarding
{3x-eXEmDt USE Droperty.
TIRC Sec. 263A(a)2)(A).

8 IRC Sec. 263A(a)(2)(B). 0 {RC Sec. 709.
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? Novogradac & Company LLP, Low-
INcOME HousinG Tax CREDIT HANDBOOK
at 113 (Clark, Boardman, Callaghan 1996).

HIRC Sec. i95.
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Internal Use Software and the
Research Credit

Mark A. Luscombe, J.D., LLLM., CPA, is Principal Anciyst
for Federai Tax ct CCH INCORPORATED.
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By Mark A. Luscombe _

Officially, the topic of what qualifies for the ™

research credit under Section 41 ! shouid be

viewed as a moot point right now. The research-

credit expired on May 31, 1997. Given, however,

that tax legislation appears likely this year and that ~-

both the House and Senate versions of the tax biil
include an extension of the research credit, the
availability of the research credit for software e de-
velopment remains a fairly hot topic. - T
Section 41(d)(4)(E) provides the foilowmcr
with respect to activities for which the mmmh
credit is not allowed:
Computer Software.—Except to the extent
provided in regulations, any research with
respect (0 computer software which is de-
veioped by (or for the benefit of) the tax-
payer primarily for internal use by the
taxpayer. other than for use in—

! Uniess otherwise indicated, ail statutory references are (0
the internaj Revenue Code cf 1986, as amended (the “Code’").
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(i} an activity which constitutes guaiified
research (determined with regard to this sub-
paragraph); or _

(ii) a production process with respect to
which the requirements of paragraph (1) are
met. '

Paragraph (1) refers to the definition of “qualified
research” as research which is undertaken for the
purpose of discovering information which is tech-
nological in nature; the application of which is
intended to be useful in. the development of a new
or improved business component of the taxpayer,
and substantiaily all of the activities of which con-
stitute elements of a process of experimentation for
a purpose of a new or improved function, periorm-
aarice or retiability, or quality. _

On December 31, 1996, the IRS promulgated
proposed regulations pursuant to the direction in
the above quoted statutory language.? The pro-
posed regulations utilize a facts and circumstances
test to evaluate the internal use software under
tests of being innovative in nature, involving sig-
nificant economic risk. and not being commer-
cially available. The facts and circumstances
analysis is to be applied only to the development of
new or improved software independent of the ei-
fect of any modifications on related hardware or
other software, and only if the software mests a
high threshold of innovation. The proposed regula-
tions aiso clarify that internal use software is elig-

ble for the credit where it is developed for use.

under the two specific criteria listed in the stat-
ute—in an activity or as part of a production pro-
cess that otherwise qualifies for the research credit.
The proposed regulations also state that software
and hardware developed together as a singie prod-
uct to provide technological services to a tax-
payer’s customers are to be evaluated as a singie
product. The software is not to-be subjected to the
facts and circumstances test separately.

Practitioners have generally been concerned
that the proposed regulations leave too much to
interpretation and provide little guidance so that
taxpayers can feel confident in claiming the re-
search credit on any particular software deveiop-
ment project. The concern has been highlighted by
the recent United Stationers case.? The issue in this
case, decided on March 18. 1997 by the U.S. Dis-
trict Court for the Northern District of Illinois. was
whether seven internal use computer programs de-

veloped by a large office products wholesaler met
the requirements of being innovative and devei-
oped at significant economic risk (the fact they
were not commercially available was conceded).

The programs served to automate and computerize

the taxpayer’s business operations, including docu-
ment retention and retrieval; central invoicing; or-
der entry; inventory records, forecasting and
replenishment; and automated shipping.

The court held . that the computer programs
were not innovative. They were found to have
“simpiy increased efficiency and revenues for
Plaintiff.” and did not create a revolutionary new
way to organize business such that the “efficiency
or productivity of the market would  be gready

affected.” Second, the court said thar the develop- °

ment of the programs did not involve an economic
risk, stating that improved internal efficiency
“does not elevate internal use software into a mar-
ket enhancing product.” The focus of the court on
the lack of external importance of the software has
raised significant concerns that a requirement that
internal use software have external significance
serves to reduce the Section 41(d)(4)(E) exception
to nothing. The Tax Executives Institute has cited
evidence that IRS field agents are touting the

United Stationers decision around the country for

just such a requirement of external importance.

If the proposed regulations are to meaningfuily
preserve a research credit for internal use software,
it is felt that they must be more concrete in provid-
ing better definitions and examples of what is
meant by “innovative,” “not commercially availa-
ble” and “significant economic risk.”  The- addi-
tional requirement that the software meet.“a high

threshold of innovation” appears to suggest that it — ==

is not enough to be merely “innovative,” perhaps
setting a higher thresheld for computer software

than otherwise required for tire~research- credic "= —-

under Section 41.

The court in United Stationers referred to the
fact that the scope and applicability of the research
credit remains ambiguous in spite of the statutory

criteria and exclusions. The court aiso referred to -

the dearth of case law in the area. Many practition-
ers feel that the proposed regulations do not serve
to meaningfully fill that gap. Hopefuily, the final
regulations wiil.

2 Prop. Reg. § 1.41-4e).
USTC @ 50.457.
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3 United Statoners, Inc. v. U.S.. 97-1

TAXES/July 1997



